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Our last article discussed how Navigator can help parties use more rigorous financial analysis of 
litigation costs to achieve mediation success.i  This article reviews how Navigator can help parties 
evaluate their risk aversion and use that evaluation in deciding on settlements or partial settlement 
structures.    

Risk Aversion Described 
The mediation process requires lawyers and their clients (the “Parties”) to weigh settlement compared 
to litigating to a final adjudication. To determine whether settlement is worth pursuing, the Parties must 
calculate their view of the likely outcomes in litigation by multiplying the dollar amount of each 
outcome by its probability of success on liability and damage, and then subtracting the cost of 
litigation.ii That is a rational approach even though estimating dollar amounts and probabilities of 
success are necessarily uncertain.iii   

However, another important driver of settlement decision-making should also be considered: risk 
aversion.iv Risk aversion is a cognitive bias that causes Parties (consciously or unconsciously) to be risk-
averse when protecting what is perceived to be a sure gain, and risk-seeking when trying to avoid what 
is perceived to be sure loss. This can result in Parties in mediation choosing a settlement perceived as a 
gain even if pursuing the litigation gamble offers an equal or higher expected value.v Conversely, Parties 
can choose pursuing litigation when the settlement option is perceived as a loss even if pursuing 
litigation risks an even greater loss.vi  This is consistent with the principle of loss aversion, which teaches 
that, for most of us, incurring losses is more painful than receiving gains is pleasant.vii 

Influence Of Risk Aversion in Mediation 
The bias of risk aversion means that how the settlement option is framed (and thus perceived) can be a 
significant driver in settlement decision-making. Settlement options or concessions framed as gains 
relative to expected outcomes, or relative to the risk of unexpected outcomes or to other settlement 
objectives, will drive mediated resolutions; settlement options or demands framed as a relative loss will 
undercut reaching resolution.viii  

Just as importantly, risk aversion causes Parties not to credit a win in litigation at its expected value. 
Instead, risk averse Parties will discount the expected value of pursuing litigation to account for the risk 
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perceived. To compensate for this discount, the Party will have to receive a “risk premium” to pursue 
litigation instead of settlement.ix Generally speaking, the larger the stakes in the litigation, the higher this 
risk premium will be.x   

Quantifying the risk premium (as a notional dollar amount) can help risk-averse Parties bridge gaps in 
reaching a settlement, in the same way that Parties can share “avoided litigation cost savings” in a 
settlement.xi  For a risk-averse Party, any settlement that reduces risk and captures some of this risk 
premium should be more productive than pursuing an adjudicated outcome with a discounted value.xii   

Accounting For Risk Aversion in Mediation Negotiations  
Of course, not every Party has the same level, or consciousness, of risk aversion in mediation. And risk 
aversion is not necessarily a positive or negative influence in mediation. From Navigator’s standpoint, 
what is important is to help every Party account for risk aversion (from their own perspective and the 
other side’s) by (1) addressing whether and how decision-making in mediation is being affected by 
aversion to risk, (2) if so, quantifying the risk premium so they can assess more accurately the real (i.e. 
the discounted) value of their expected litigation outcomes in the case, and (3) ensuring that the 
framing of settlement options is not biasing settlement judgments based on risk aversion.  

Even if sharing the risk premium cannot achieve a full settlement, evaluating each Party’s risk aversion 
in mediation can produce two types of partial settlements: First, a “high-low” award agreement that 
provides for the Parties to litigate to a final adjudication, but with a cap on defendant’s potential 
damages, and a floor for plaintiff’s potential recovery,xiii and second, a “smooth” award agreement that 
provides for the Parties to litigate to a final adjudication, with plaintiff receiving a settlement payment 
regardless of the result and in exchange plaintiff giving up a negotiated percentage “haircut” on any 
positive result.xiv  

Conclusion 
Navigator can help you set a course to mediation success by identifying and evaluating risk aversion 
and the resulting risk premium, and framing settlement options to account for cognitive bias. These 
steps can drive a full settlement or a partial settlement that optimizes the Parties’ returns and reduces 
their risks.  
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